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Government in Economic Life 


Growth of Government to its Present Scale 


Cannot Be Ignored 


by Dr. SoLoMon FABRICANT 


ARLIER this year President Eisenhower recommended to the Congress a Federal budget for the 
fiscal year 1956 of $62 billion. State and local government budgets may add another $35 
billion or so. The total government budget for 1956 may therefore reach close to $100 billion. 


Yet the really striking fact about the budgets now 
under censideration or already passed on by many 
legislatures throughout the country is not what they 
tell us about government expenditures in this fiscal 
year, important as that is. Still more significant is 
what the budgets indicate of the longer-run future 
before us. 


“During this year,” the President said in his Budg- 
et Message, “we successfully made the adjustment 
from a wartime to a peacetime type of economy.” 
The budget, then, is not an exceptional wartime 
budget; it is designed for peacetime. But the peace 
in which we live is insecure; the years ahead appear 
to follow one another down a long stretch of uncer- 
tainty. 


Nor is national security the only objective; the 
government must also continue to “do its part to 
advance human welfare and encourage economic 
growth.” Whatever the outcome of the Administra- 
tion’s efforts to reduce expenditures by “finding 
better ways of doing the things that must be done,” 


the Budget Message states frankly that future reduc- 
tions will be more difficult than those already 
achieved. We know that the Federal budget request 
for fiscal 1956 is only a billion dollars below the 
estimated expenditures in fiscal 1955. 


As for state and local governments, it may suffice 
to recall the budgetary plans and problems of New 
York City and New York State. The general outlook 
for state and local budgets is probably one of in- 
crease; it is clearly not one of decrease. 


We seem to have entered an era in which the activi- 
ties of government bulk large in the affairs of our 
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economy, far larger than ever before except during 
the relatively brief periods of great war. 


If we are to understand the situation in which we 
find ourselves, it is necessary to see the magnitude 
of government's activities as clearly as possible. 
There are, of course, the government budgets. . . .To 
the billions of expenditures I could add other large 
figures; the 10 million persons on government pay- 
rolls, the $200 billion or so of government holdings 
of tangible assets, the $300 billion of government 
debt. 


And the government’s large scale is proclaimed 
also by every man’s frequent encounters with the 
personnel and property of Federal, state, and local 
governments. But personal impressions are neces- 
sarily vague and subject to bias; and the meaning of 
figures running into the millions and billions is dif- 
ficult to absorb. To grasp the dimensions of govern- 
ment’s area of operations we need to view them 
against the background of the economy as a whole. 


Some Indicators of Size 


Last year 15 percent of all workers were in the 
employ of government, including government enter- 
prises. Last year 17 percent of all personal incomes 
were received from government—including, besides 
wages and salaries of government workers, also in- 
terest, benefit, and relief payments. Last year, fur- 
thermore, at least 38 percent of the nation’s total 
expenditures on new construction and on equipment 
were made by governments. Still another figure 
worth mentioning is government’s share of the na- 
tion’s real wealth, measured at current prices net of 
depreciation. Dr. Raymond W. Goldsmith of the 
staff of the National Bureau of Economic Research 
has estimated that in 1953 government held close to 
a fifth of the nation’s total stock of capital goods, 
including military equipment. 


It should not be forgotten that besides employing 
a great deal of labor and capital directly, govern- 
ment also purchases a large volume of goods and 
services from business enterprises — $46 billion 
worth in 1954, The cost of these purchases, together 
with the value of the services of labor and capital, 
employed by government, equals the total cost of 
government output. So calculated, government pro- 
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duction equaled about a fifth of gross national prod- 
uct last year. 


Another figure of Dr. Goldsmith’s suggests some- 
thing of government’s place in our financial struc- 
ture. According to it, the public debt outstanding in 
1949, including state and local as well as Federal 
government securities, was equal to 14 percent of 
the nation’s total assets in that year. . . . In addition, 
the Federal government’s loan guarantee and insur- 
ance programs . . . create substantial contingent lia- 
bilities. At present, the contingent liabilities of the 
Federal government run close to $40 billion and are 
equal to about a seventh of the Federal debt. 


More Nondefense Workers 


One clue to the sources of government's wide place 
in the economy today is to be found in the things 
that government does. 


Here, to begin with, it is necessary to stress that 
national defense, important as it is today, accounts 
for no more than about two-fifths of the total of all 
government expenditures, capital assets, and work- 
ers. Government puts even more into the nondefense 
needs of the community. And while the government 
activities devoted to these have not grown nearly as 
much as defense . . . they have grown much more 
rapidly than private activity. The figures on employ- 
ment make this point sharply. Nondefense govern- 
ment work employed 3.5 percent of the nation’s total 
labor force 50 years ago; today the percentage is 
A 


As much as a quarter of nondefense expenditures 
consists of transfer payments to individuals, includ- 
ing benefits paid to veterans, public assistance, em- 
ployee pensions, unemployment compensation, and 
old-age and survivors’ insurance payments. (Inclu- 
sion of the net cost of agricultural price supports, 
subsidies to the merchant’ marine, etc., would in- 
crease the fraction.) To the billions of dollars of 
transfer payments, interest on the Federal, state, and 
local debt adds more billions (after deducting inter- 
est received), and makes the total of transfer and 


interest payments equal to a third of nondefense ex-: 


penditures. . . . Transfer and interest payments by 
government to individuals amount today to $1 out 
of every $14 of personal income; half a century ago 
these probably amounted to no more than $1 out of 
every $75 of personal income... 
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Government enterprises . . . also have grown in 
scope and variety since the opening of the century. 
. .. There has been expansion at all levels—Federal. 
state, and local. . . . Taken all together, it seems that 
public enterprises have grown somewhat more than 
other nondefense activities of government. Employ- 
ment in public enterprises equaled about 13 percent 
of all nondefense government employment in 1900; 
it amounts to about 16 percent today. ... Recent steps 
on the part of the Federal government to divest itself 
of certain public enterprises and limit the growth of 
others, has so far produced only a ripple on the 
trend. 


In summary: more resources to government for 
national defense; more resources to government for 
national security against other hazards; more re- 
sources to government for the provision of public 
services; the entry and further penetration of gov- 
ernment into fields tilled by private enterprise or 
philanthropy — these are the substantial develop- 
ments that have led to government’s present place 
in the economy. 


As we look back over the past half century we find 
signs of growth in government through most of the 
period. We see a trend of long duration. The factors 
that underlie this trend are surely many and com- 
plex. Income rose and brought with it increased de- 
mand for services . . . and provided the means to pay 
for them. Along with the rise in income came further 
urbanization, with increased needs for municipal 
services of all sorts. 


Urbanized life exposed, and in the eyes of many 
contributed to, disease, crime, and poverty; at any 
rate, these were revealed by improved statistical and 
other information < .d advances in the social sciences 
led to a revised judgment of their causes. The way 
was opened, and sooner or later followed, to public 
assistance programs, government investments in 
health and hospitals, improvements in correction 
methods and processes, and governmental responsi- 
bility for economic stabilization. Rise in income and 
urbanization reflect a basic process of industrializa- 
tion; industrialization brought with it also large- 
scale production, problems of labor-management 
relations, dangers of monopoly, and a more serious 
unemployment problem during depressions, among 
other things. These sweeping changes in economic 
life affected people’s views on trade unions and on 


government's role as factory inspector, provider of 
relief, stabilizer of employment, and guardian of 
fair competition. . . . The rise of large-scale produc- 
tion and the accompanying development of methods 
of internal control weakened objections to govern- 
ment production on the ground of inefficiency. Needs 
appeared for action in areas which private enterprise 
could not be expected to enter or seemed to be ignor- 
ing — conservation, flood control, agricultural fi- 
nance; and government took on the responsibility. 


Must Study Government's Role 


Along with the vast growth of government's oper- 
ations and the expenditures to which it gives rise has 
come a remarkable change in the character of the 
tax system. .. . Few people recognize how much the 
coverage of the personal income tax has increased— 
from under 30 percent of total personal income in 
1929 to over 80 percent currently. The wider cover- 
age is the result of both statutory changes and eco- 
nomic developments—among which higher average 
real income per family, less inequality of distribu- 
tion of income among families, and price inflation 
count heavily. 


The course of [economic] events during the past 
few years has, without a doubt, been under closer 
and more adequate observation—and by more per- 
sons—than changes in business conditions during any 
other period in history. For our people have become 
highly sensitive to the economic weather; further- 
more, our economic intelligence has been greatly 
improved, in large part because the flow of current 
statistics from government and business has become 
greater, more frequent, and more rapid—this is one 
of the expanded services of government. We are. 
however, far from understanding all the reasons for 
the course taken by the contraction [between 1953 
and 1954}, particularly its brevity and mildness and 
the unusual behavior of disposable income. 


In the work that will have to be done to answer 
the questions raised by our recent experience, one of 
the major objects of study will, it is clear, be the role 
of government. In that study, attention will not fail 
to be paid, I think, to the influence of government’s 
size on its power as a stabilizing factor. 


Consider the so-called automatic stabilizers that 
have been developed in the governmental machinery. 
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Though many subtle questions are encountered in 
the analysis of the contracyclical effects of our fiscal 
system, the basic ideas are simple. When personal 
income is taxed as it is in this country, a fall in in- 
come means that more individuals find themselves 
with incomes wholly offset by exemptions and de- 
ductions and therefore with no taxes to pay, and 
many of those remaining on the tax rolls drop into 
lower tax brackets and pay smaller average rates. 
As a result, the fall in disposable income (or take- 
home pay) is substantially less than the reduction 
in income before tax. Government absorbs some of 
the fall in income. Other elements of our fiscal sys- 
tem also have a cushioning effect: the corporate in- 
come tax, the farm price-support program, unem- 
ployment compensation . . . 


Shouldn’t Concentrate on Single Feature 


The offsetting power of all these elements of our 
fiscal system is greatly influenced by the magnitude 
and scope of government’s operations. When gov- 
ernment activity and expenditures are small in rela- 
tion to total economic activity and expenditures, tax 
payments are small in relation to private incomes; 
a given reduction in private income will be offset in 
small part by automatic tax reductions. The larger 
taxes are, the bigger is the offset . . . 


According to estimates presented in the January 
1955 Economic Report of the President, about $1 
billion of the $4.4 billion reduction in personal in- 
comes between July 1953 and July 1954 (measured 
- at annual rates and excluding government transfer 
payments) was offset by lower income taxes, that is, 
by something like a fifth of the decline in income. 
The fall of $7.4 billion in corporate income between 
the second quarter of 1953 and the second quarter of 
1954 (also at annual rates) was offset by a reduction 
in corporate tax liabilities of $4.5 billion, equal to 
60 percent... 


In addition to the “automatic” stabilizers, stability 
can be promoted also by deliberate steps taken by 
government. The effectiveness of certain of these, 
too, hinges on the scale of government operations. 
Reductions in tax rates, over and above the auto- 


matic reductions that occur when incomes fall, are 
in this class, for the effect of a given percentage re- 
duction in taxes obviously depends on the level of 
the tax in the first place... 


When government’s operations bulk large, even a 
modest and therefore administratively feasible 
speeding up of outlays for specified purposes can 
have an effect greater, (in absolute terms) than a 
hasty multiplication, from an initially low base, of 
government outlays in an emergency program... . 
This, however, is not the whole story. When govern- 
ment operations are large, even a relatively modest 
reduction in government outlays—or plans for out- 
lays—may have serious short-run effects on the econ- 
omy. This was, in fact, the case in 1953, when new 
orders for munitions were cut sharply .. . 


There are still other ways in which the large scale 
of government may in some degree influence the 
economy's response to the forces of recession and 
recovery. ... One of the major questions to which we 
shall address ourselves should be: how does the ex- 
istence of a large government debt—and the related 
fact of substantial credit guarantee and insurance 
operations by government — effect financial opera- 
tions and structure? How, for example, does the 
large public debt influence the operations of the 
Federal Reserve System and of commercial banks 
in general? How does it affect the flexibility and 
eficiency of operation of large institutional inves- 
tors? . . . How does the large public debt make it 
both possible and imperative to manage the Federal 
debt in a way that will help us to cope with the forces 
of inflation and deflation? .. . 


There is always danger in concentrating on a sin- 
gle feature of economic organization. The attention 
drawn to the stabilizing tendencies of government’s 
scale should not lead us to overemphasize their im- 
portance or to exaggerate the extent of our knowl- 
edge of them. . . . Nor should current discussions of 
government as a stabilizing factor cause us to ignore 
the other effects—good or bad—of big government. 
Our one conclusion is this: If what has been said has 
substance, the growth of government to its present 
scale cannot safely be ignored by anyone concerned 
with the workings of the contemporary economy. 








